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I. Intermediate 
Sanctions Regulations 
A. Overview of Private 
Inurement and the 
Enactment of 
Section 49581 
Charitable and social welfare 
organizations that are exempt from 
federal income tax under Sections 
501(c)(3) and 501(c)(4) are generally 
prohibited from having any portion 
of their income or assets inure to 
the benefit of any private share-
holder or individual. This inure-
ment proscription applies only to 
"private shareholders or individu-
als," commonly referred to as 
"insiders," who typically are indi-
vid uals tha t ha ve an infl uen tial 
relationship or position with the 
exempt organization, such as an 
officer, director, or a substantial 
contributor to the organization. 
Prior to 1996, the sole enforcement 
mechanism available to the Internal 
Revenue Service ("IRS") with 
respect to Section 501(c)(3) organi-
zations, other than private founda-
tions (Le., organizations classified 
as "public charities")2, that engaged 
in transactions with private indi-
viduals or for-profit entities which 
resulted in impermissible private 
inurement was revocation of the 
organization's tax-exemption. 
Revocation of exempt status was 
often viewed as unduly harsh, con-
sidering that the amount of private 
inurement may be relatively small 
in proportion to the exempt organi-
zation's total assets and that revo-
cation of exempt status punishes 
the exempt organization and its 
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beneficiaries rather than the insider 
who benefits from the inurement. 
To address these concerns, Con-
gress enacted Section 4958 as part of 
the Taxpayer Bill of Rights 2 in 1996, 
empowering IRS to impose penalty 
excise taxes or "intermediate sanc-
tions" on exempt organization 
insiders (referred to as "disqualified 
persons," as defined below) who 
benefit from excess benefit transac-
tions with tax-exempt organizations. 
These sanctions are less severe than 
revocation of an organization's tax-
exempt status, thus the term "inter-
mediate sanctions." The Treasury 
Department issued both proposed 
and temporary regulations inter-
preting and implementing Section 
4958, with final regulations being 
issued and effective on January 22, 
2002 (hereinafter, the "Regula-
tions"). Recent administrative rul-
ings and case law demonstrate the 
IRS's application and interpretation 
of the Regulations.3 
B. Parties to an Excess 
Benefit Transaction 
The key to understanding the 
Regulations is identifying the par-
ties that must be involved, each of 
which are defined below. 
1. Unless otherwise indicated, all "Section" references herein are to the Internal 
Revenue Code of 1986, as amended. 
2. An organization that meets the requirements of Section 501(c)(3) is either clas-
sified as a (i) "public charity" under one of the four provisions of Section 
509(a) (such provisions based primarily on an organization's sources of finan-
cial support), or (ii) a "private foundation." An organization is considered a 
private foundation if it does /lot meet the requirements of any of such Section 
509(a) provisions. A private foundation typically receives contributions from 
only a few individuals or entities, whereas a public charity typically receives 
its income from a broader segment of the general public in the form of gifts, 
contributions, or receipts from performance of services. 
3. Tech. Adv. Mem. 200244028 (Nov. 1,2002); Tech. Adv. Mem. 200243057 (Oct. 
25,2002); and Caracci v. Commissio/ler, 118 T.c. 379 (2002). 
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An II Applicable Tax-Exempt 
Organization" (hereinafter, the 
" A TEO") is an organiza tion that is 
described in either Section 501(c)(3) 
or 501(c)(4) and was exempt from tax 
therew1der at any time during a five-
year period ending on the date of an 
excess benefit transaction (referred to 
as the "Lookback Period"). A Sec-
tion 501(c)(3) organization described 
as a private foundation under Sec-
tion 509(a) is not an A TEO.~ 
A "Disqualified Person" is any 
person who, during the Lookback 
Period, was "in a position to exercise 
substantial influence over the affairs 
of an applicable tax-exempt organi-
zation." Certain family members 
and 35D o-owned entities of a disqual-
ified person are statutorIly defined 
as being disqualified persons. Under 
the Regulations, certain persons are 
deemed to have substantial influ-
ence, including voting members of 
the governing body of the organiza-
tion (board of directors or trustees) 
and certain officers or positions with 
similar authority (presidents, chief 
executive officers, chief operating 
officers, treasurers). Certain facts 
and circumstances can also lead to 
the determination that substantial 
influence is present including (i) the 
person founded the ATEO, (ii) the 
person is a "substantial contributor"; 
based on contributions received by 
the ATEO in the current taxable year 
and the four preceding ones, and (iii) 
the person's compensation is based 
mainly on revenues from the ATEO's 
activities, including a particular 
department or function of the A TEO 
controlled by that person (e.g., a doc-
tor that chairs the cardiology depart-
ment of a hospital). 
An "Organization Manager" is 
any officer, director or trustee of an 
ATEO, including an individual hav-
ing power or responsibilities similar 
to one of those persons. Generally, 
an independent contractor (e.g., an 
attorney, accountant, or investment 
advisor) or a person who can recom-
mend but not implement action 
without another's approval are not 
deemed to be Organization Man-
agers. 
C. Transactions Constituting 
Excess Benefit 
Transactions 
Excise taxes can only be imposed 
in instances where an "Excess Bene-
fit Transaction" (hereinafter, an 
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"EBT") occurs, defined as a transac-
tion in which an economic benefit is 
provided by an ATEO directly or 
indirectly to any Disqualified Per-
son and the value of the economic 
benefit provided by such ATEO 
exceeds the value of the considera-
tion, including the performance of 
services, received in return (Le., the 
"Excess Benefit").6 In determining 
whether an EBT has occurred, all 
consideration and benefits 
exchanged directly between a Dis-
qualified Person and the ATEO, or 
indirectly through a controlled 
entity or intermediary of the A TEO, 
must be taken into account. In 
determining the value of economic 
benefits for purposes of Section 
4958, the Regulations provide that 
the value of property, including the 
right to use property, is the fair mar-
ket value of such property or right. 
The value of services is "the amount 
that would ordinarily be paid for 
like services by like enterprises 
(whether taxable or tax-exempt) 
under like circumstances (Le., rea-
sonable compensation)."7 Gener-
ally, most components of compensa-
tion, whether or not included in 
gross income, are considered in 
determining reasonableness under 
Section 4958.8 
Initial Contract Exception to 
EBTs 
Section 4958 does not apply to 
any nondiscretionary fixed payment 
received pursuant to an initial con-
tract executed bv the ATEO and an 
individual who is not a Disqualified 
Person immediately prior to the exe-
cution of the contract. A "fixed pay-
ment" is an amount of cash or other 
property specified in the contract, or 
an amount determined pursuant to 
a fixed formula set forth in the con-
tract, which is to be paid in 
exchange for specified services or 
property. The fixed formula may 
incorporate an amount that depends 
upon a specified future event or 
contingency, provided that no per-
son exercises discretion when calcu-
lating the amount of a payment or 
whether to make a payment. For 
example, if an A TEO's board of 
directors has discretion as to the 
payment of a bonus, it not consid-
ered a fixed payment. Furthermore, 
if there is not substantial perfor-
mance in any year of the contract's 
term, this exception will not apply 
to any fixed payment made during 
that year.9 
Compensation as an EBT 
A benefit provided by an ATEO 
to a Disqualified Person cannot be 
justified as compensation for ser-
vices rendered unless the ATEO 
clearly indicates its intent for the 
benefit to be compensation for ser-
vices at the time of payment. This 
issue most often arises in the context 
of an ATEO's compensation of its 
officers and key employees. The 
A TEO establishes such intent by 
"contemporaneous written substan-
tiation" (i.e., the filing of a Form W-
2 or 1099 as to the payment of the 
benefit, or a written employment 
contract). The substantiation of the 
payment as compensation is crucial 
because, under the Regulations, 
4. Private foundations are already subject to the extensive self-dealing excise 
taxes of Section 4941 and the regulations promulgated thereunder which simi-
larly address certain beneficial transactions between private foundations and 
certain insiders possessing influence and control with respect to the founda-
tion. 
5. A "substantial contributor" is defined by Section 507(d)(2)(A) to include any 
person who contributed or bequeathed an aggregate amount of more than 
$5,000 to the organization, if such amount is more than 2% of the total contri-
butions and bequests received by the organization in that same year. 
6. LR.C. § 4958(c)(1)(A); Treas. Reg. § 53.4958-4(a)(1). 
7. Treas. Reg. § 53.4958-4(b)(1)(i), (ii). 
8. 
9. 
In additio~ to cash and non-cash compensation (e.g., salary, bonuses, deferred 
compensation), other compensatory benefits are included such as medical and 
dental plan benefits, disability benefits, fringe benefits (other than those 
excluded under Section 132), severance payments, and life insurance. Treas. 
Reg. § 53.4958-4(b)(1)(ii)(3). 
Treas. Reg. § 53.4958-4(a)(3)(ii), (iii), and (iv). 
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compensation arrangements are 
presumed to be reasonable, and 
thus do not constitute EBTs, pro-
vided certain factors are met, as dis-
cussed below under "Rebuttable 
Presumption - No EBT." 
Loans as EBTs 
If an A TEO makes a below-mar-
ket loan to a Disqualified Person 
(e.g., the interest rate on the loan is 
less than the applicable federal rate), 
such loan constitutes an EBT. In the 
reverse situation, an above-market 
loan made by a Disqualified Person 
to an ATEO will constitute an EBT 
in the amount of the interest 
received by the Disqualified Person 
that exceeds the market value.1O 
Revenue-Sharing Arrangements 
as EBTs 
The Taxpayer Bill of Rights 2 
authorizes the Treasury Department 
and the IRS to treat as EBTs any 
arrangements where the Disquali-
fied Person's compensation is deter-
mined with respect to the revenues 
of one or more activities of the 
ATEO.1l The original proposed reg-
ulations under Section 4958 pro-
vided standards for determining 
when a revenue-sharing arrange-
ment constitutes an EBT. However, 
those standards were withdrawn in 
both the temporary regulations and 
the final Regulations. A section of 
the Regula tions is reserved for 
future guidance. In the interim, 
A TEOs should ensure that any rev-
enue-sharing arrangement with a 
Disqualified Person meets the gen-
eral provisions of the Regulations 
pertaining to EBTs.12 
Rebuttable Presumption - No 
EBT 
Under the Regulations, compen-
sation arrangements are presumed 
to be reasonable and transfers of 
property or right to use property are 
presumed to be at fair market value 
provided the following conditions 
are met: (i) the arrangement or 
transfer is approved in advance by 
the ATEO's "authorized body" (e.g., 
board of directors or trustees, or 
authorized committee thereof) com-
posed entirely of individuals with-
out a conflict of interest as to such 
arrangement or transfer (i.e., no Dis-
qualified Persons benefiting from 
the compensation arrangement or 
transfer, or persons with material 
financial interests in the arrange-
10. Pursuant to Treas. Reg. § 53.4958-4(b)(1)(ii)(8)(3), Section 7872 is lIsed, regard-
less of whether it otherwise applies to the loan, to determine whether such 
loan is below market or above market. 
11. The exercise of this authority is limited to situations where the revenue-shar-
ing arrangement results in prohibited private inurement, the amount of which 
constitutes an Excess Benefit. 1.R.c. § 4958(c)(2). 
12. ToO. 8978, I.R.B. 2002-7, 500 (February 19, 2002). 
13. For "small organizations" (annual gross receipts, including contributions, of 
less than $1,000,000), comparability data as to compensation paid by three (3) 
comparable organizations (similar communities for similar services) is 






Treas. Reg. § 53.4958-6(b). 
See Ste\'en T. Miller, Director of IRS Exempt Organizations, Rebllttable Prc-
Slllllptioll Procedllre is Key to Easy llltenllt'diate Sal1ctioll~ COlllpiiallcl', 
www.irs.gov/charities/index.html, which discusses the presumption and 
provides a checklist for organizations to use in complying with the Regula-
tions. 
Treas. Reg. § 53A958-7. 
The interest rate for this purpose must be equal to, or exceed, the applicable 
federal rate, compounded annually, for the month in the which the transac-
tion occurred. Treas. Reg. § 53.4958-7(c). 
The return property is treated as a payment equal to the lesser of its fair mar-
ket value on the date of the transaction or the date of its return. If this is less 
than the correction amount, (e.g., the Excess Benefit plus the interest described 
in note 17, sllpra), the Disqualified Person must make an additional cash pay-
ment equal to the difference. Treas. Reg. § 53.4958-7(b)(4). 
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ment or transfer); (ii) the authorized 
body obtains and relies upon appro-
priate "comparable data" in making 
its determination (e.g., compensation 
paid by similarly situated organiza-
tions, both taxable and exempt, for 
functionally comparable positions, or 
current independent appraisals 
establishing the value of the prop-
erty);13 (iii) the authorized body doc-
uments its determination before the 
later of its next meeting or 60 days 
after its final action; and, (iv) the pay-
ment is fixed or determined accord-
ing to a specified fixed formula that 
is subject to a stated cap. If the above 
requirements are satisfied, the IRS 
may rebut the presumption only if it 
has "sufficient contrary evidence to 
rebut the probative value of the com-
parability data relied upon by the 
[ATEO's] authorized body."I~ This 
rebuttable presumption is considered 
to be the key component in comply-
ing with the intermediate sanctions 
rules. ls 
D. Correction of Excess 
Benefit Transaction 
In order to correct an EBT, the Dis-
qualified Person must (i) undo the 
Excess Benefit to the extent possible, 
and (ii) take any additional measures 
necessary to place the ATEO in a 
financial position no worse than if 
the Disqualified Person had been 
dealing with A TEO under the "high-
est fiduciary standards."16 A Dis-
qualified Person can correct an 
Excess Benefit only by making a pay-
ment in an amount that equals the 
sum of the Excess Benefit plus inter-
estI' from the date of the occurrence 
of the EBT until the date of the cor-
rection. The Disqualified Person 
may also return the property to the 
AT EO to correct the EBT if such 
transaction involved specific prop-
erty and the ATEO consents. 18 If the 
EBT arises under an employment 
agreement or other contract that has 
only been partially performed, such 
agreement or contract may need to 
be amended to prevent continued 
Excess Benefit, but need not be termi-
nated in order for a correction to be 
effective. 
E. Excise Taxes Imposed 
Under Section 4958 
The amount of potential excise 
taxes imposed under Section 4958 
can be substantial. Disqualified Per-
sons are subject to a first-tier tax of 
21 
25°i, of the amount of the Excess 
Benefit. If the EBT is not corrected 
within a certain period of time,19 a 
second-tier tax of 200% can also be 
imposed on the Disqualified Person. 
If a tax is imposed on the Disquali-
fied Person, a separate excise tax of 
10~o of the Excess Benefit (up to a 
maximum of $10,000 per excess ben-
efit transaction) can also be imposed 
on each Organization Manager who 
"knowingly"2u participated in or 
approved such EBT, unless such 
participation was not "willful"21 and 
was due to "reasonable cause."n No 
tax is imposed on the ATEO itself. 
II. Prohibitions on 
Lobbying Activities by 
Section SOl(c)(3) 
Organizations2.\ 
In addition to proscribing private 
inurement as discussed above, Sec-
tion 501 (c)(3) imposes two addi-
tional requirements upon an organi-
zation seeking tax-exempt status: 
1. no slIbsta11tial part of the entity's 
activities may involve attempt-
ing to influence legislation;2.J 
and 
2. the entity may not participate in, 
or intervene in (including the 
publishing or distributing of 
statements), any political cam-
paign on behalf of (or in opposi-
tion to) any candidate for public 
office.2<; 
These requirements are often 
referred to collectively by the gener-
ally stated rule that "tax-exempt 
organizations are prohibited from 
lobbying." 
A. What is Meant by 
"Lobbying"? 
Lobbying is commonly under-
stood to be an a ttempt to seek to 
influence legislators in hopes of 
procuring or producing a specific 
legislative outcome. Section 4911(d) 
defines "influencing legislation" as 
either: 
1. indirect" grassroots" lobbying 
designed to create or affect pub-
lic opinion: "any attempt to 
influence legislation through an 
attempt to affect the opinions of 
the general public or any seg-
ment thereof,"26 or 
2. direct lobbying: "any attempt to 
influence any legislation 
through communication with 
any member or employee of a 
22 
legislative body, or with any 
government official or 
employee who may participate 
in the formulation of the legisla-
tion."2' 
Certain activities or communica-
tions, however, are not considered 
to be "lobbying." The following 
activities are permitted by tax-
exempt organizations: 
• publishing nonpartisan 
research28 - such published 
research may inform policy-
makers and / or may conclude 
that a certain policy is good or 
bad, but it cannot call for enact-
ment or defeat of specific legis-
lation;29 
• providing technical advice or 
assistance to a government 
body or committee at the 
request of such body;:l!1 
• appearances before or commu-
nications with any legislative 
body relating to the existence, 
powers, tax-exempt status, etc., 
of the organization itself and/or 
the deduction of contributions 
to the organization;" 
• communications between the 
organization and its members 
about legisla tion or proposed 
legislation of direct interest to 
the organization and such mem-
19. The EBT must be correct within the "taxable period," which begins on the 
date the transaction occurs and ends on the earlier of (i) the date of the mailing 
of the notice of deficiency with respect to the first-tier tax, or (ii) the date on 
which such tax is assessed. Treas. Reg. § 53.4958-1(c)(2)(ii). 
20. "Knowing" means that a person has actual knowledge, not reason to know, of 
facts sufficient to determine that the transaction is an EBT and negligently 
fails to make a reasonable attempt to ascertain that it is or in fact knows that it 
is one. Reliance on professional advice can negate the knowledge element. 
Treas. Reg. § 53.4958-l(d)(4)(i)-(iii). 
21. "Willful" means voluntary, conscious, and intentional. However, an Organi-
zation Manager's participation is not willful if the manager does not know 
that the transaction constitutes an EBT. Treas. Reg. § 53.4958-1(d)(5). 
22. Reasonable cause exists if the manager has exercised responsibility owed to 
the organization with ordinary business care and prudence. Treas. Reg. 
§ 53.4958-1(d)(6). 
23. Lobbying is permitted by organizations characterized as Section li01(c)(4) and 
Section 501(c)(6) organizations. Section 501(c)(4) organizations are civic, social 
welfare and "action" organizations. These are organizations not qualified as 
"charities" under Section 501(c)(3). Such an organi7ation may engage in 
unlimited lobbying (direct and grassroots), so long as the lobbying is directly 
related to the purpose of the organization. However, such an organization 
may not advocate for or against candidates in campaigns for political office. 
Section 501(c)(6) organizations consist of business leagues, trade associations, 
professional associations, chambers of commerce, real estate boards, and 
boards of trade. Such an organization may engage in unlimited lobbying 
(direct and grassroots), so long as the lobbying serves the common interest of 
the members of the organization. If the organization does engage in lobbying, 
then a member's dues relating to such activity cannot be deducted by the 
member as a Section 162 business expense. 
24. I.R.C. § 501(c)(3). 
25. [d. 
26. 1.R.c. § 4911 (d)(l)(A). 
27. 1.R.c. § 4911(d)(1)(B). 
28. I.R.c. § 4911(d)(2)(A). 
29. MacKenzie Canter, III, A Primer on Federal Tax Law Affecting Lobbying By Certain 
Types Of Tax-Exempt Organizatiolls, w\Nw.exempttaxlaw.comllobbying/htm. p. 1. 
30. 1.R.c. § 4911 (d)(2)(B). 
31. I.R.c. § 4911(d)(2)(C). 
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bers,32 so long as the communi-
cation does not directly encour-
age such members to engage in 
lobbying?3 and 
• a general contact with a govern-
ment official or employee.34 
B. What is Considered 
Impennissible IJPoliticking/ 
Electioneering"? 
The prohibition against lobbying 
is coupled under Section 501(c)(3) 
with a prohibition against participa-
tion in, or intervening in, any politi-
cal campaign on behalf of (or in 
opposition to) any candidate for 
public office. In other words, this 
constitutes a prohibition against 
politicking or electioneering. 
The bright line prohibition 
appears to be that "Thall shalt /lot 
sllpport 0)' oppose mlY specific ca/ldidate 
for allY elective office." IRS seems to 
suggest that this prohibition is 
absolute, and that even a small 
infringement will result in the orga-
nization's loss of tax-exempt sta-
tus. 1'i But, in fact, the IRS has permit-
ted the following activities: 
• Voter ed uca tion is permitted, 
such as distributing candidates' 
\'oting records,36 so long as the 
32. I.R.C § 4911(d)(2)(O). 
33. Canter at p . 1. 
34. LR.C § 4911(d)(2)(E). 
education effort is even-handed 
and does not advocate for or 
against a specific candidate or 
party. 
• The organization may sponsor 
voter registration drives)? 
• The organization may sponsor 
debates between candidates.38 
• The organization may publish 
candidate responses to ques-
tionnaires.39 
• The organization may provide 
facilities for candidates to make 
campaign speeches.40 
• An attempt to influence the Sen-
ate confirmation of a federal 
judicial nominee appears to be 
permitted - since the nominee is 
not a contestant for elective 
public office.41 
On which side of the bright line 
does expressing and publicizing a 
general view on an issue which is 
subject to a voter referendum fall? 
For example, maya tax-exempt 
organization express a view and 
take a stand with respect to a state 
or loca I re ferend u m rega rd ing 
whether gambling, carrying con-
cealed weapons, etc., should be 
allowed or disallowed? If the pur-
pose of the communication or activ-
35. IRS Exempt Organizations Handbook, § 3(10)(1 )(1989). 
36. Rev. Rul. 80-282, 1980-2 CB. 178; Gen. Couns. Mem. 38,444 (July 15, 1980). 
37. Tech. Adv. Mem. 91-17-001 (Sept. 5, 1990). 
""' 
38. Fliialli v. Leaglle ofWomcll Votcrs Edllc. FlIlld, 882 F.2d 621 (2d Cir. 1989). 
39. Rev. Rul. 78-248, 1978-1 C.B. 154. 
-l0. Joseph S. Klapach, ThOll Shalt Not Politic: A Prillcipled Approach to Sectioll 
S01(c)(3)'s Prohibitioll of Political Campaigll Activity, 84 CORNELL L. REV. 504 
(1999). 
41. Notice 88-76,1988-2 CB. 392. 
42. Independent Sector brochure "Permissible Activities of 501(c)(3) Orgallizatiolls 
Dllrillg a Political Campaigll," quoted in WALL STREET JOURNAL, January 3, 
1997. 
43. Laura Brown Chisolm, Sillkillg the Thillk Tallks Upstream; The Use alld Misllse of 
Tax-exemptioll Law to Address the Usc alld Misllse of Tax-Exempt Orgallizatiolls by 
Politicians, 51 U. Pitt. L. Rev. 577, 620 (1990). 
44. Joseph S. Klapach, ThOll Shalt Not Politic: A Prillcipled Approach to Sectioll 
S01(c)(3)'s Prohibitioll of Political Campaigll Activity, 84 CORNELL L. REV. 504 
(1999). 
45. 227 F.2d 907, 912 (6th Cir. 1955). 
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ity is to influence or shape public 
opinion on the issue, it is likely per-
mitted as grassroots lobbying. A 
tax-exempt organization should be 
able to pursue its own cause or mis-
sion, as long as its efforts do not 
directly benefit a particular contes-
tant. 
It is entirely proper for your 
SOl(c)(3) group to infonn candi-
dates of your position on issues 
of the day, to urge candidates to 
support your position if elected, 
and to ask them to go on record 
as pledging their support. In 
fact, getting the issues into the 
campaign, getting them d is-
cussed by both candidates and 
media before the election, often 
proves to be a highly effective 
device for subsequently obtain-
ing the legislation you favor.42 
C. Short History Lesson 
In 1954, while serving as a U. S. 
Senator from Texas, former Presi-
dent Lyndon B. Johnson bitterly 
complained that tax-exempt groups 
had helped his opponent in a diffi-
cult primary election. Congress 
agreed that using tax-deductible 
contributions for ads, brochures, 
etc., for or against a particular candi-
date was an unfair subsidy of one 
candidate over another. Sec-
tion 501 (c)(3) jurisprudence has been 
characterized as "a consistent saga 
of ill-considered and piecemeal 
development. " 
... Exempt organization law in 
general, and particularly the law 
concerning ... political activities 
of exempt organizations, has 
been driven by anecdotal 
accounts of percei\"ed abuses of 
tax-exempt status. Rule after 
rule has been passed with little 
or no discussion, and with little 
or no serious consideration by 
anyone but the individuals who 
are outraged by the anecdotes or 
who sense themselves to have 
been victimized by the pur-
ported abuses. Wha t has 
emerged is a series of wide-
sweeping responses driven by 
sma)) problems and uninformed 
by careful consideration of the 
broader perspective.H 
D. The Meaning of 
"Substantial Part" has 
been Difficult to Pin 
Down 
It has been suggested that the line 
between slIbstantial and illSllbstailtial 
falls somewhere between 500 to 16% 
of the organization's total activities.44 
In Seasol1good v. C01l1I1lissiol1er, 45 
where less than 5°0 of an organiza-
23 
tion's expenditures were for lobby-
ing, the activities were found to be 
insubstantial. In Haswell v. U.S.,46 an 
organization was found to be in vio-
lation of the substantial part limita-
tion by directing 16-170 0 of its expen-
ditures to lobbying. 
Section 501(h) provides certainty 
to some, but not all, Section 
501(c)(3) organizations by permit-
ting a qualified organization to 
make an election (using Form 5768) 
that its lobbying expenditures will 
not exceed a certain amount. 
Churches, church auxiliaries or 
associations of churches cannot 
make this election.47 Permitted lob-
bying expenses ("PLE") are the 
lesser of $1,000,000 or a specific safe 
harbor dollar amount of "exempt-
purpose expenditures" (what the 
organization spends to accomplish 
its mission, net of fundraising 
expenses) ("EPE") .48 In addition, 
the organization may spend up to 
25% of the PLE for "grassroots" lob-
bying. If the organization spends 
over $20,000 in one year, the organi-
zation must report under the Fed-
eral Lobbying Disclosure Act. In 
June 2002, IRS issued a very simple 
informational letter to Independent 
Sector, a Washington D.C. charity,49 
which serves as a helpful overview 
of guidelines that charities, other 
than churches, can follow with 
respect to lobbying activities to 
avoid losing their tax-exempt sta-
tus. 
E. The JlSubstantial Part" 
Test is Largely a Facts 
and Circumstances Test 
Courts have been unable to pre-
cisely define what constitutes a sub-
stantial part of an organization's 
activities, with judges in essence 
finding that they know it when they 
see it: 
• Regan v. Taxation With Rep-
,.esel1tatiol1 of Washington:so a 
non-profit corporation organized 
to promote certain interests in the 
field of federal taxation was denied 
tax-exempt status because IRS 
determined that a substantial part 
of the corporation's activities 
would consist of attempting to 
influence legislation. The corpora-
tion challenged the prohibition 
against substantial lobbying as vio-
lating the First Amendment (free 
speech rights) and the equal pro-
tection component of the Fifth 
Amendment's due process clause 
24 
(veterans' groups are tax-exempt 
and can lobby, but charities cannot 
lobby) . Held: the prohibition 
against lobbying by charities does 
not violate either the First Amend-
46. 500 F.2d 1133,1146-47 (Ct. Cl. 1974). 
47. 1.R.c. § 501 (h)(5). 
ment or the Fifth Amendment due 
process clause (Congress has the 
power to discriminate between 
veterans' groups, permitting them 
to lobby because of the debt the 
48. If EPE is under $500,000, then PLE equals 20°0 of EPE; if EPE is $500,000 to 
$1,000,000, then PLE equals $100,000 plus 150 0 of EPE over $500,000; if EPE is 
$1,000,000 to $1,500,000, then PLE equals $175,000 plus 100 0 of EPE over 
$1,000,000; if EPE is 0\ er $1,500,000, then PLE equals $225,000 plus ')° 0 of EPE 
over $1,500,000. 
49. www.independentsector.org/clpi!IRSLetter.htm. 
50. 461 U.s. 540 (1983) . 
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--
nation owes them, and charities in 
general). 
• The Nationalist Movement, a 
Mississippi Non-Profit Corpora-
tion v. Commissionel':31 a charita-
ble organization seeking tax-
exempt status advocated social, 
economic and political change in 
the U.S . (specifically espousing 
white supremacist / anti-minority 
views) by publishing and distribut-
ing newsletters, producing a cable 
TV program, conducting a tele-
phone counseling service, and par-
ticipating in public speeches, ral-
lies and parade. IRS denied the 
application for exemption. Held: 
the organization 's activities were 
not qualified as "educational," and 
denial of tax-exempt status did not 
violate the organization's due 
proce 5 and equal protection 
right. . 
• Christian Echoes Natiollal 
Mill is try, Inc. v. U.S.:52 a charitable 
organization holding a tax-exempt 
determination letter conducted 
religious radio and TV broadcasts 
and published written materials 
advocating anti-
communism / socialism. IRS 
revoked its exemption. Held: even 
"indirect" communication to legis-
lators (not just direct paid lobbying 
contacts) and "broad" public 
appeals designed to sway voters 
are impermissible under Section 
501(c)(3) where such activity con-
stitutes a substantial part of the 
organization's activities. 
F. The IRS's Sporadic, 
Erratic and Inconsistent 
Enforcement of the 
Substantial Part Test has 
Led to Accusations of 
Selective Prosecution 
The defense that the govern-
ment should not be permitted to 
51. 102 T.e. 558, aff'rl37 F.3d 216 (5th Cir. 1994). 
52. 470 F.2d 849 (loth Cir. 1972). 
53. 211 F.3d 137 (D.e. Cir. 2000). 
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selectively prosecute alleged viola-
tions has generally not been suc-
cessful. 
• Branch Ministries v. Commis-
sioner:s3 a church's tax-exempt sta-
tus was revoked for placing cam-
paign-related advertisements. The 
church alleged that IRS violated the 
Equal Protection Clause of the Fifth 
Amendment by engaging in selec-
tive prosecution. In support of its 
contention, the church submitted 
several hundred pages of newspa-
per excerpts reporting political 
campaign activities in, or by the 
pastors of, other churches that 
retained their tax-exempt status. 
These included reports of explicit 
endorsements of Democratic candi-
dates by clergymen as well as 
many instances in which favored 
candidates had been invited to 
address congregations from the 
pulpit. The court held that the 
church failed to establish that it 
was similarly situated to other 
churches and thus did not establish 
that selective prosecution had 
occurred. 
• In 1997, Newt Gingrich was 
found to have violated the rules 
regarding using tax-exempt funds 
where funds raised by a charitable 
foundation were contributed to his 
political action committee and used 
to broadcast a college course taught 
by him. After a highly politicized 
investigation by an independent 
prosecutor, it was determined that 
Gingrich and the organizations in 
question had impermissibly used 
tax-exempt funds to further his 
political goals. 
III. Conc1 usion 
The recently finalized intermedi-
ate sanctions rules are complex and 
technical, with little guidance to 
date on how the IRS will enforce 
them. In contrast, we have more 
guidance with respect to enforce-
ment of the long-standing restric-
tions on lobbying and political cam-
paign activities, but clearly such 
enforcement has not been consis-
tent. Because of the technical com-
plexities, an apparent increase in 
IRS scrutiny of tax-exempt organi-
zations in general, and the uncer-
tain enforcement environment, tax-
exempt organizations are advised 
to be well-versed in these rules and 
remain alert to further develop-
ments. 
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